
Some of the more defensive sec-
tors in Europe have been the worst 
performing during the recent 
rally. The utilities and healthcare 
sectors have delivered some very 
poor returns while the consumer 
discretionary sector and energy 
stocks have performed well. 

This should not be surprising. 
In the second half of 2008, it was 
defensive companies that were 
seen by investors as a safe haven 
for their capital as the market col-
lapsed. As a result, these com-
panies became overvalued and 
vulnerable to price declines. 

February to June is the busiest 
period for our stock research. The 
cashflow ratios we use determine 
whether existing holdings should 
be sold and highlight new oppor-
tunities for scrutiny. We look for 
companies that are cash genera-
tive with prudent management, 
have good control over working 
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capital and spending and have 
low investor expectations. 

Among the stocks we have 
sold this year are Aker Solutions, 
ASML, Logitech, Nokia, Saras, 
and RWE. They failed to rank in 
the best quintile of the market on 
the basis of their 2008 results or 
failed our qualitative assessments. 
We have reinforced 11 companies 
that continue to rank highly. 

There are 27 companies in the 
portfolio we will retain having 
reviewed their results, as they 
continue to report strong cash-
flows. Among the stocks we have 
added is Royal Dutch Shell, which 
reported a cash return on its oper-
ating assets of 21%. These strong 
cashflows were partly due to 
working capital benefits, which 
helped to increase their cashflow 
year-on-year by 27%. Investors 
appear to hold low expectations 
for the company’s prospects: we 
purchased Royal Dutch Shell on a 
cashflow yield of 19%.

We expected our screening 
process would identify a large 
group of stocks we would charac-
terise as contrarian value oppor-
tunities. This is because widening 
valuation spreads in the market 
have translated into a more 
extreme range of values for our 
measure of investor expectations: 
cashflow to enterprise value. For a 
company to score in the best quin-
tile of the market on our combined 
measure of cashflow, its cashflow 
yield has to be very high. 

As aggregate demand in an 
economy contracts, the com-
panies with the best cashflow 
tend to be those companies that 
manage their working capital 
well in the demand contraction 
by deriving cash benefits from 
declines in their inventory and 
accounts receivable. So far, we 
have observed these trends but 
they have been more modest than 
we anticipated. We have not yet 
seen the cash inventory signal 
from working capital levels nor-
mally coincident with the trough 
in the economic cycle.

Currently, the portfolio appears 
ambivalent, with no emphasis 
on either growth or value. We 
may adopt a positive exposure to 
value, but are unlikely to see the 
pronounced value emphasis we 
expected to see last year.
Gary West and James Inglis-Jones are co-
managers of Liontrust Continental Europe
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(IMA) Europe ex UK: over three years
Top 5	 3yr % Chg	 Rank	 Volatility 	 Fund size 	 Morningstar 
 			   (monthly)	 (m) (£)	 RatingTM

CF Odey Continental European	 15.26	 1	 4.61	 312.58	 QQQQQ

Neptune European Opp A Acc	 9.43	 2	 6.79	 577.59	 QQQQQ

Cazenove European B Acc	 7.74	 3	 5.41	 561.94	 QQQQ

Jupiter European	 6.14	 4	 6.22	 920.44	 QQQQ

BlackRock European Dynamic A Inc	 5.71	 5	 6.81	 70.75	 QQQQQ

Bottom 5	
AEGON European Equity A	 -22.15	 83	 7.52	 22.71	 Q

Artemis European Growth	 -29.39	 84	 7.31	 516.91	 Q

FF&P European Equity	 -30.24	 85	 6.57	 53.7	 Q

F&C European Dynamic 1 Acc	 -31.72	 86	 8.29	 16.5	 Q

Premier European Growth	 -34.48	 87	 9.04	 4.74	 QQ

Sector average	 -7.18	 87	 6.69	 219.55
Performances calculated bid to bid, net income re-invested, GBP to 25/05/09. Data Source: © 2009 Morningstar, Inc. All Rights Reserved. 
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G20 countries and the passage of 
time should build a foundation for 
some renewed growth in 2010. 

However, we do not believe 
the recovery will follow the tra-
ditional script as the issues that 
led to our present condition were 
not the result of traditional mon-
etary policy. During the last few 
months, it is noteworthy that we 
have seen elements of recovery 
in several different economic 
sectors, supporting the notion 
there will be numerous oppor-
tunities across sectors to make 
high returns as the economy 
recovers. The severe market cor-
rection was broad, taking down 
all sectors of the economy, and 
it stands to reason the recovery 
will not be limited to a few com-
panies or industries. This phe-
nomenon underscores the need 
to focus on stock selection and 
company fundamentals. 

As more venturesome ‘animal 
spirits’ return, and activity levels 
and money velocity improve, we 
believe inflation will become a 
significant issue given the moun-
tain of money created to solve the 
credit crisis. This development 
will have the effect of improving 
nominal asset prices and reducing 
the weight of liabilities, but it has 
implications for our currency, 
interest rates and the valuation 
of assets. Consequently, we are 
paying special attention to our 
companies’ ability to pass on infla-
tion, their sensitivity to the dollar 
and their probable valuation in a 
higher inflation environment. 

We continue to look forward to 
find opportunities, not obstacles. 
Although macro-economic weak-
ness remains, there are signs the 
rate of decline is slowing, creating 
opportunity for long-term inves-
tors. Consumer confidence has 
risen from its record lows and 
consumer spending appears to 
have flattened out. Furthermore, 
existing home sales are increasing 
and real hourly earnings are up. 
Having said this, near-record yield 
spreads still reflect a lack of con-
fidence in the markets and defla-
tion is still a risk near term versus 
inflation in the long term. The 
wealth destruction has been enor-
mous – $11tn in the US in 2008, 
which will take time to recover. 
We must remain patient. 
Richard Bernstein is manager of the 
Brown Advisory US Equity Value fund

Today’s investor is so preoccupied 
with the present, the price he or 
she is willing to pay for the future 
is minimal. Notwithstanding all 
the obvious negatives, this reces-
sion, more than others previously, 
has been subject to continuous 
reviews by media outlets which 
can occasionally overstate the real 
impact on the economy. However, 
it is precisely this type of oppres-
sive climate that fosters conditions 
that allow long-term investors to 
purchase really attractive busi-
nesses at valuations that already 
price in a reasonable worst case. 
This exceptional opportunity 
helps eliminate one of the biggest 
risks an equity investor faces 
– the risk of overpaying based on 
inflated expectations. 

Domestic economic growth for 
2009 is likely to remain poor. How-
ever, the magnitude of government 
intervention, the coordination of 
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(IMA) North America: over three years
Top 5	 3yr % Chg	 Rank	 Volatility 	 Fund size 	 Morningstar 
 			   (monthly)	 (m) (£)	 RatingTM

Neptune US Opportunities A Acc	 18.66	 1	 5.07	 159.9	 QQQQQ

Schroder US Sm & Mid Cap Fd Acc	 3.35	 2	 5.08	 174.50	 QQQQQ

Jupiter Nrth American Income Inc	 0.85	 3	 4.46	 159.86	 QQQQ

Gartmore US Growth R Acc	 -0.7	 4	 4.64	 139.22	 QQQQQ

Newton American Inc	 -1.24	 5	 5.38	 39.06	 QQQQ

Bottom 5	
New Star American Portfl A Acc	 -24.76	 61	 4.78	 9.79	 QQ

IP US Equity Acc	 -25.1	 62	 4.97	 303	 Q

M&G Nth American Val A Inc	 -31.6	 63	 7.39	 80.72	 Q

Franklin Mutual Shares A acc £	 -34.72	 64	 6	 15.4	 Q

Legg Mason US Equity A	 -44.95	 65	 7.16	 97.08	 Q

Sector average	 -13.56	 65	 5.29	 159.15
Performances calculated bid to bid, net income re-invested, GBP to 25/05/09. Data Source: © 2009 Morningstar, Inc. All Rights Reserved. 
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